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National Medical Care Spending by Katharine R. Levit and Mark S. Freeland
Significant changes in the health care system have occurred during the 1980s. Early in the decade, public and private financers of health care in the United States were reeling from the rapidly rising cost of funding medical care. Both government and private industry implemented programs that they hoped would contain the growth of expensive inpatient hospital care. Preferred provider organizations (PPOs) and health maintenance organizations (HMOs) gained a foothold in the health care system. Private health insurers increased cost sharing and required second opinions and utilization review. Medicare implemented the prospective payment system (PPS). These efforts appeared to be successful at reducing the rate of growth of inpatient hospital spending. Part of the reduced growth rate was directly attributable to reduced number of hospital admissions and shorter lengths-of-stay; part was due to the lower rate of economywide inflation.
Simultaneously, the composition of spending shifted. The reduced growth in the purchase of inpatient services was countered by substantial growth in spending for ambulatory services. The focus of public and private cost constraints on inpatient services had rechanneled health care cost growth into the ambulatory setting. The net result was continued unabated real growth in total health care costs. Using data from the DATAWATCH 125 National Health Expenditures (NHE) series produced by the Health Care Financing Administration (HCFA) as well as other sources, we present the latest data on medical care spending for 1987, show how spending has grown over the past five years, and discuss changes that have emerged in the health system during the 1980s.
Health Care Spending
Spending for medical care has doubled since the beginning of the decade, reaching $500 billion in 1987 (Exhibit 1). On average, $1,987 was spent on health care for every person in the United States. Health expenditure growth, 9.8 percent in 1987, continued to outpace the growth in the gross national product (GNP). At 5.9 percent of GNP in 1965, health expenditures now consume 11.1 percent of GNP.
In 1987, expenditures for hospital services reached $195 billion, 39 percent of all national health care spending (Exhibit 2). Each year since 1984, hospital spending rose faster than in the previous year. The 1987 increase of 9.1 percent was the largest increase since 1982, the year prior to the implementation of PPS. The disaggregation of community hospital revenues for 1983-1987 into inpatient and outpatient categories highlights the effects of public and private efforts to contain the growth of inpatient hospital costs. Inpatient revenues grew at a 5.7 percent average annual rate over the post-PPS period. In contrast, outpatient revenues grew at an average annual rate of 16.7 percent, three times as fast as the growth of inpatient hospital revenues. Outpatient hospital revenues, contributing 14 percent of community hospital patient revenues in 1983, grew to 20 percent in 1987.
Nursing home expenditures, the only other category of institutionalized care spending in the national health accounts, amounted to 8 percent of all health spending in 1987. Total cost of these services reached $41 billion, up 8.6 percent over 1986.
Spending for physicians' services, growing at a rate of 12.2 percent over 1986, increased twice as fast as community hospital inpatient revenues over the 1983-1987 period. Physician spending amounted to $103 billion in 1987, or 21 percent of all national health expenditures.
Other personal health care services, comprising 21 percent of the nation's health care bill, include spending for dental care, other professional services, drugs and other nondurables, durable medical products, and miscellaneous personal care services.
1 In 1987, the nation spent $105 billion on these services. The remaining 12 percent of national health expenditures ($58 billion) went for medical research, construction of medical facilities, government public health services, and the category of administration and the net cost of private health insurance. Of the $500 billion spent on health care in 1987, $293 billion (59ployers, workers, and individuals paid premiums of $158 billion for private health insurance. Private health insurers (including those employers who self-fund health coverage) provided coverage to 76.6 percent of the noninstitutionalized population in 1986, or 179.5 million persons.
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Private direct payments of $123 billion in 1987 paid for one-quarter of all health spending. Direct payments consist of out-of-pocket payments by individuals, including copayments and deductibles required by many third-party payers, as well as nonpatient revenues of hospitals and nursing homes. The proportion of direct payments varies by service category; in general, the more expensive the unit of service or product, the more extensive the coverage of the service by a third party. For example, only 10 percent of hospital care is funded by direct patient payments. On the other hand, for nondurable medical products (including prescription drugs), direct patient payments accounted for three-quarters of the total bill, Other private sources include philanthropic funding and industrial in-plant health services supplied by employers. In 1987, funding of health care by other private sources was 2 percent of the total, or $12 billion.
The largest publicly sponsored health care program, Medicare, funded health care services to 32.4 million aged and disabled enrollees in 1987. The Medicare program spent $83 billion in supplying hospital, physician, home health, skilled nursing home care, and other services. In all, Medicare paid for 17 percent of all national health expenditures. Medicaid, a jointly funded federal and state program, financed 10 percent of all health care. Medicaid spent $52 billion in providing medical services to 23.2 million poor and medically indigent persons in 1987. Other government funding of health care covered specific groups of persons, including military personnel and their families, veterans, injured workers, pregnant women, mothers and children, Native Americans, and others who do not qualify for Medicaid. In addition, public health programs and grants for research and construction are included in this category. Other government programs spent $72 billion, or 14 percent of all health care.
Four funding categories accounted for 83 percent of national health expenditures: private health insurance, Medicare, Medicaid, and direct patient payments. Spending by all four of these major payers has grown at essentially the same average rate over the past five years-between 9 and 10 percent (Exhibit 3). When examining only the benefits paid by private health insurance (in effect, deleting the erratic movements in net cost of health insurance), average annual growth in private health insurance during 1982-1987 amounted to 9.1 percent, the same growth exhibited by direct patient payments. Other government and other private funding sources, at 17 percent of 1987 health spending, showed slower average annual growth over the past five years than the major payers. Other professional services grew faster than any other category over 1982 -1987 . The 15.2 percent average annual growth reflects in part the growth in home health services. Some have speculated that growth in this sector reflects the substitution of home services for reduced admissions to and/ or earlier discharge from hospitals and nursing homes, among other factors. On the other end, spending for hospital and nursing home care exhibited the two slowest average annual growth rates-7.6 percent and 8.7 percent, respectively-of any personal health care category during the five-year period.
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Expenditures for durable medical products, including equipment such as wheelchairs, crutches, canes, oxygen, and hospital beds, grew at rates faster than total national health spending between 1982 and 1987-10.1 percent. This growth also reflects, in part, the growth in home health care services, highlighting the complementary nature of home health products and home health services.
Administration and net cost of private health insurance, the second fastest growth category at 13.9 percent, is a nonpersonal category of spending that largely reflects cyclical differences between premiums and benefits paid by private health insurance. Five-year growth trends in administration and net cost need to be interpreted with this cyclical nature of private health insurance in mind. These average annual growth rates cover wide ranges, depending on the time period examined. Since both the length and the magnitude of the net underwriting gains cycle historically have been variable, it is difficult to ascertain from the 1982-1987 average annual growth rate if there is a new higher growth trend or if we are observing more of the same cyclical patterns.
Out of all categories of national health expenditures, growth in construction of medical facilities was the lowest-an average annual rate of -0.3 percent over the past five years. During this period, the number of community hospital bed days declined 18 percent, while the number of staffed community hospital beds fell only 4 percent. 4 This reflects the overcapacity of community hospitals in aggregate, which dampened hospitals' need to embark on constructing inpatient facilities. The nominal increase in construction expenditures in 1987 may reflect construction in hospital outpatient facilities and in hospitals and hospital wings exempt from PPS (such as rehabilitation and psychiatric).
Change In Mix Of Ambulatory And Inpatient Services
Spending for the professional medical services categories (other professionals, dental, and physician) grew faster than any other category of personal health services since 1982, while hospital and nursing home services grew more slowly than any other personal health category. Examining these groupings of services points to differential growth between spending for ambulatory and institutional services. However, To get a clearer picture of the trends of and interactions between these two broad service categories before and after the implementation of major private and public policy changes, it is necessary to disaggregate spending along ambulatory and inpatient lines. Using the American Hospital Association (AHA) revenues for inpatient and outpatient services in community hospitals and data from the national health accounts, it is possible to measure spending for inpatient and ambulatory care.
Included in inpatient services are AHA inpatient community hospital revenues and nursing home expenditures from the national health expenditures. Ambulatory care consists of AHA outpatient community hospital revenues and spending for physician and other professional services from national health expenditures (Exhibit 5). 1983-1987), we can approximate pre-PPS and post-PPS periods. 6 In this way, the direct effects induced by PPS combined with its attendant carryover effects on practice patterns (and therefore payments) for nonMedicare patients can be captured. Included also are effects of privatesector initiatives to contain inpatient hospital expenditure growth, which may have intensified during the same period.
As part of PPS, peer review organizations (PROS) were created, in part to channel patients into the appropriate treatment setting (inpatient hospital or ambulatory settings) and to reduce medically inappropriate long lengths-of-stay in hospitals. Overall, PROS were expected to reduce the growth in inpatient service expenditures and to increase the growth in spending in ambulatory settings. The results show that real inpatient Statistics collected by the AHA in its panel survey of community hospitals confirm a change in utilization patterns. Community hospital length-of-stay, which had been falling since 1969, dropped off even faster beginning in 1983, but a slight increase emerged in 1986. Length-of-stay for the aged population showed an even more pronounced decline, falling from 10.4 days in 1981 to 8.8 days in 1985 (Exhibit 6). Aged length-of-stay increased slightly to 8.9 days in 1987.
Admissions to community hospitals began falling in 1983, with that decline flattening off by 1987. Outpatient contacts in hospital outpatient settings accelerated during 1985. The number of surgical inpatient and outpatient operations performed in community hospitals grew throughout most of the 1977-1987 period, with the growth accelerating in 1986 (Exhibit 7). At the same time, real growth in spending for ambulatory services increased from 5.4 percent in 1977-1983 to 8.6 percent in 1983-1987 . The increase in number of surgical operations performed in community hospitals, despite falling admissions, may provide some insight into this change: services previously performed on an inpatient basis are now being provided in an outpatient setting.
Despite the difference in real growth between inpatient and ambulatory care settings, the aggregate real spending growth appears unchanged between the two periods (Exhibit 8). Growth in total real inpatient and ambulatory care spending for 1977-1983 and 1983-1987 was 5.4 percent and 5.3 percent, respectively. Using these periods and the economywide all-items CPI, it is evident that declines in real growth of inpatient services have been associated with increases in real growth in ambulatory services as defined here, resulting in little change in the overall real growth in inpatient and ambulatory expenditures. This analysis implies that, despite the slower growth in inpatient services associated with public and private policies during the early 1980s real growth in total costs of health care has not slowed. Rather, the site of care has shifted from inpatient settings (particularly inpatient community hospitals) to ambulatory settings. Public and private policy initiatives addressing cost containment in the entire health system are needed to substantially reduce the aggregate real growth in health care costs.
Using historical patterns to anticipate growth. The previous analysis implied that public-and private-sector initiatives had little effect on slowing real growth in spending before and after PPS. Another standard by which to measure the success of cost containment during 1983-1987 is to compare real growth in spending as it occurred after PPS and as anticipated based on historical trends. The results of this alternative comparison suggest that public and private policies may have been successful in reducing total real inpatient and ambulatory spending from expected levels, despite similar real growth rates in the two periods.
Over the past twenty-three years, growth in real health spending has been low during periods of high inflation (as measured by the CPI all items); conversely, in periods of low overall price inflation, growth in real health spending has been high. 1977-1983 was marked by higher than average inflation (8.6 percent average annual growth in CPI all items). Associated with that high inflation was low real growth in health spending: the 5.4 percent average annual growth in real health care spending during 1977-1983 was lower than the 7.0 percent average annual growth in real health care spending during 1965 -1987 . Conversely, 1983 -1987 was a time of low price inflation (3.3 percent average annual growth in CPI all items) when one would expect, based on historical patterns, to see health spending growth in excess of 7 percent per year. That the observed average growth-5.3 percent-was lower than expected may imply that public and private policy initiatives have dampened growth and played a role in containing total health care costs. Need for further study. Monitoring the levels and composition of real growth in post-PPS expenditures needs to continue to determine the meaning and implications of these trends. In addition, more disaggregate study of utilization, price, and expenditure growth in inpatient and ambulatory settings is needed to give a better understanding of the underlying clinical practices and to determine whether the trends seen here are likely to continue. Studies should include a disaggregation of spending for physicians' services into inpatient and ambulatory settings. Ambulatory care expenditures are rising in real terms. However, services performed by physicians treating hospitalized patients are included under physician care in this analysis and may be contributing to the fast rate of growth of ambulatory care expenditures. hospitals summarized to calendar years. 5. Physicians' services rendered in hospitals cannot be disaggregated with available information; similarly, noncommunity hospital revenues are not included since information on inpatient and outpatient revenues separately for these facilities is not available. 6. In examining the percentage distribution of ambulatory and inpatient services, it becomes apparent that a shift began to occur in calendar year 1983 and that the change was under way in force in calendar year 1954, confirming a transition point between these two years (Exhibit 5). To break the 1977-1987 period at 1982 or 1984 would lead to faster overall real growth after PPS and slower overall real growth before PPS. The basic theme of the shift from inpatient to ambulatory services remains the same. Hospitals came under PPS beginning in the fourth quarter of 1983. Over the next year, as hospitals began new fiscal years, their payment rates became subject to PPS regulations. Over the next five years, payment rates moved away from hospital-specific payment rates toward national payment rates. This process was completed in 1988. 7. The CPI all items was chosen to deflate health care spending rather than a medical care specific deflator such as the CPI for medical care. Using all items intentionally allocates medical specific inflation in excess of economywide inflation into the "real" growth figures cited here. From the perspective of individuals, employers, or government who pay for health care, a price increase in excess of economywide inflation has the same effect on budgetary outlays as a utilization increase.
